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THE PRIVATE SECURITIES LITIGATION REFORM ACT OF 1995
NOTICE TO READERS
This practice alert is intended to provide auditors with information that may help them improve the efficiency and effectiveness of their audits. This document has been prepared by the SEC Practice Section Professional Issues Task Force. It
has not been approved, disapproved, or otherwise acted upon by any committee of the AICPA.

Introduction

A

s 1995 drew to a close, the Private Securities
Reform Act of 1995 (the Act) became law. This
Act provides welcome liability reform for both
Securities and Exchange Commission (SEC) registrants and those who provide services to SEC registrants. The Act not only changes the way that
plaintiffs may bring lawsuits, but also imposes
certain obligations and requirements on SEC registrants and their auditors. This Practice Alert discusses two sections of the Act (Fraud Detection
and Disclosure and the Safe Harbor for ForwardLooking Statements) and how they affect auditors
in performing audits and other services.

Fraud Detection and Disclosure
The Fraud Detection and Disclosure section of the
Act reaffirms the independent accountant’s
responsibility regarding illegal acts as described
in both Statement on Auditing Standards (SAS)
No. 53, The Auditor’s Responsibility to Detect and
Report Errors and Irregularities (AU Section 316),
and SAS No. 54, Illegal Acts by Clients (AU Section
317). The Act requires that audits of financial
statements conducted pursuant to the Securities
Exchange Act of 1934 include generally accepted
auditing standards procedures designed to provide reasonable assurance of detecting illegal acts
that would have a direct and material effect on the
determination of financial statement amounts.

An illegal act is defined as an “act or omission
that violates any law, or any rule or regulation
having the force of law.” Under the Act, as under
current practice, if the auditor “detects or otherwise becomes aware of information indicating
that an illegal act (whether or not perceived to
have a material effect on the financial statements
of the issuer) has or may have occurred,” the
auditor then (1) determines whether it is likely
that an illegal act has occurred; (2) evaluates the
possible effects of the illegal act on the issuer’s
financial statements; and (3) promptly informs the
appropriate level of management and assures that
the audit committee or board of directors is adequately informed with respect to the illegal act,
unless it is clearly inconsequential.
The Act contains new reporting requirements
that will come into play if the auditor:

♦ determines that the audit committee or the
board of directors is adequately informed with
respect to illegal acts that “have been detected”
or have otherwise come to the auditor’s attention during the course of the audit, and

♦ concludes that
♦♦ the illegal act has a material effect on the
financial statements;
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♦♦ senior management has not taken, and the
board has not caused it to take, “timely
and appropriate remedial actions”; 1 and

♦♦ the failure to take remedial action “is
reasonably expected to warrant departure
from a standard report of the auditor,
when made, or warrant resignation from
the audit engagement.”
In that instance the auditor “shall, as soon as practicable,” report its conclusions directly to the
board.
Under the new reporting requirements added
by the Act, an issuer that receives the report
described above must notify the SEC within one
business day after receiving the report and must
send a copy of that notice to the auditor. If the
auditor does not receive the notice within the oneday period, it must, whether or not it resigns, furnish a copy of its report (or documentation of an
oral report) to the SEC within one business day
after the failure of the issuer to give its required
notice. Auditors are protected from liability in a
private action “for any finding, conclusion, or
statement” expressed in a report required of them
under this provision. The SEC staff has stated that
until the SEC adopts reporting requirements to
implement this rule, any auditor faced with filing
such a notice should contact the SEC staff at (202)
942–4400.
The Fraud Detection and Disclosure section of
the Act also reemphasizes the requirements that
audits include:

♦ Procedures designed to identify related party
transactions that are material to the financial
statements or otherwise require disclosure
therein. Note that appropriate procedures for
identifying related parties and the related disclosure requirements are contained in SAS No.
45, Related Parties (AU Section 334), and Finan-

1

“Remedial action” for this purpose may include: (1)
taking appropriate disciplinary actions; (2) establishing
policies, internal controls, and related monitoring procedures designed to safeguard against the recurrence of
such illegal acts; and (3) as appropriate, reporting the
effects of the illegal acts in the financial statements. SAS
No. 54 (AU Section 317.17–.18).

cial Accounting Standard No. 57, Related Party
Disclosures. In addition, related party issues are
discussed in Practice Alert No. 95–3, Auditing
Related Parties and Related Party Transactions; and

♦ An evaluation of whether there is substantial
doubt about the ability of the issuer to continue
as a going concern during the ensuing fiscal
year. This provision of the Act is covered by
SAS No. 59, The Auditor’s Consideration of an
Entity’s Ability to Continue as a Going Concern
(AU Section 341, as updated by SAS No. 77,
Amendments to Statements on Auditing Standards
No. 22, Planning and Supervision, No. 59, The
Auditor’s Consideration of an Entity’s Ability to
Continue as a Going Concern, and No. 62, Special
Reports).

Safe Harbor for Forward-Looking
Statements
The Act amends the Securities Act of 1933 and the
Securities Exchange Act of 1934 by creating a new
“safe harbor” for forward-looking statements
made by an issuer, persons acting on behalf of the
issuer, and any outside reviewer retained by the
issuer to make a statement on the issuer’s behalf.
Under the Act, the term “forward-looking information” means:
(a) a statement containing a projection of revenues, income, earnings per share, capital
expenditures, dividends, capital structure, or
other financial items;
(b) a statement of management’s plans and objectives for future operations, including plans or
objectives relating to the issuer’s products or
services;
(c) a statement of future economic performance,
including any statement contained in management’s discussion and analysis of financial
condition or the results of operations included
pursuant to SEC rules and regulations;
(d) any statement of the assumptions underlying
or relating to any statement described in (a),
(b), or (c);
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(e) any report issued by an outside reviewer
retained by the issuer, to the extent that the
report assesses a forward-looking statement
made by the issuer; or

input in the process. Attempting to provide guidance for all situations is difficult, but the following
should be helpful in relation to the level of service
requested.

(f) a statement containing a projection or estimate of such other items as may be specified
by SEC rules or regulations.

♦ No substantive attention requested by the registrant

However, the Act provides for certain exclusions to the safe harbor protection, most notably
for forward-looking statements made in connection with an initial public offering or a tender
offer, and forward-looking statements included in
financial statements prepared in accordance with
generally accepted accounting principles (historical financial statements). Additional exclusions
are detailed in the Act.
The safe harbor protection covers both written
and oral forward-looking statements made by the
registrant or those acting on the registrant’s
behalf. In addition, there is no requirement under
the Act to update the forward-looking statements.
To be protected by the Act, a written or oral forward-looking statement must:
(1) be identified as a forward-looking statement;
and
(2) be accompanied by meaningful (not boilerplate) cautionary language identifying important factors that might cause the actual results
to differ materially from those in the forwardlooking statement.
If these conditions are not met, liability may be
attached only if the plaintiff can prove that the
forward-looking statement was made with actual
knowledge that the statement was false or misleading.
Oral forward-looking statements and cautionary language can satisfy the requirement of identifying important factors by making reference to a
readily available written document, including a
filing with the SEC.
Companies may request that auditors advise
them in the development and presentation of for
ward-looking statements, possibly extending to
attesting to their assertions regarding such information. Other companies may only seek informal

When no substantive work has been requested,
the auditor’s responsibility for forward-looking
statements included in documents containing
audited financial statements is discussed in
SAS No. 8, Other Information in Documents
Containing Audited Financial Statements (AU
Section 550), and SAS No. 37, Filings under
Federal Securities Statutes (AU Section 711).
Basically, SAS No. 8 and SAS No. 37 require
auditors to read other information, including
any forward-looking statements, cautionary
language, and important factors, and to consider whether such information, or the manner of
its presentation, is materially inconsistent with
the financial statement information or the manner of its presentation. This responsibility, of
course, does not include opining on whether or
not the disclosure meets the requirements of
the safe harbor or any reasonableness or other
review of the forecasted information. To assist
client executives and directors in understanding this responsibility, auditors should discuss
with them the auditor’s responsibility for such
information under generally accepted auditing
standards as part of the required communications under SAS No. 61, Communication with
Audit Committees (AU Section 380.10). The auditor may wish to add language to the engagement letter or other communications to clarify
this understanding.

♦ Substantive attention requested by the client, not
leading to a report on such information
The company may engage the auditor to consult on the forward-looking statement, cautionary language, and important factors. Because of
the subjective nature of this consultation, the
extent of the auditor’s involvement should be
clarified with the company. In addition, documenting the discussions held and having an
engagement letter are strongly encouraged. In
any event, the auditor should be aware of the
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SEC’s position that accountants who assist in
the preparation of a forecast may not be independent from an SEC perspective and may not
report on the forecast.

♦ Substantive attention requested by the client, leading to a report on such information
The company may request the auditor to examine or perform agreed-upon procedures on the
forward-looking statement, cautionary language, and important factors under Statements
on Standards for Attestation Engagements,
Financial Forecasts and Projections (AT Section
200), and the 1993 AICPAGuide for Prospective
Financial Information. The auditor’s report on an
examination of forward-looking statements can
be issued to the public. The auditor should
emphasize to the company, however, that any
agreed-upon procedures report would be limited to client officials and the board of directors
and that the company and others cannot refer
to the report in public statements. If underwriters require comfort with respect to forwardlooking information, the auditor should refer to
SAS No. 72, Letters for Underwriters and Certain
Other Requesting Parties (AU Section 634), for
guidance.
Legal counsel has advised that auditor’s
reports with respect to forward-looking information are eligible for the statutory safe harbor.
As long as the auditor is acting within the
scope of the engagement (what the statute
terms acting “on behalf of the issuer”), safe harbor protection is available for “any report
issued by an outside reviewer retained by an
issuer, to the extent that the report assesses a
forward-looking statement made by the
issuer.” Thus, coverage would be available for
an auditor’s report on wholly prospective
information (for example, a report on an
issuer’s projected financial results for the
upcoming year) or for a report on information
that is both prospective and historical, such as
the MD&A(in which case the report would be

protected only as it relates to the issuer’s
forward-looking statements). Because historical
financial statements are exempt from the safe
harbor, reports on those financial statements
receive no safe harbor protection. (The statute
does empower the SEC to issue rules extending
safe harbor protection to financial statement
information, but it is not clear whether the
Commission will exercise this authority.) The
auditor should consult with legal counsel in
determining whether and to what extent a particular report meets the statutory requirements
for safe harbor coverage.

♦♦♦♦♦
The SEC’s previous efforts at encouraging the
disclosure of forward-looking statements with
safe harbor protection were not successful because
of the uncertainty and perceived ineffectiveness of
the previous safe harbor. The new safe harbor for
forward-looking statements is intended to provide
real protection to registrants and auditors that
provide services in connection with such statements. As with the existing safe harbor (which
remains in place), the ultimate effectiveness and
extent of protection will be tested through practice
and proven over time in the courts.

Effective Date of Provisions
Most of the provisions of the Act, including the
Safe Harbor for Forward-Looking Statements,
became effective on Friday, December 22, 1995.
However, the Fraud Detection and Disclosure
provisions of the Act apply to annual reports for
any period beginning on or after January 1, 1996,
with respect to any registrant that is required to
file selected quarterly financial data pursuant to
SEC rules or regulations, and for any period
beginning on or after January 1, 1997, with respect
to any other registrant.
This practice alert is not intended to represent a
legal interpretation or description of the Act; auditors should seek advice from legal counsel for
such information.

Comments or questions on this alert should be directed to the AICPA Division for CPA Firms at 1–800–CPA–FIRM.

